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Policymakers consider the state of the economy when setting taxes, which may lead to endogeneity bias in regression models that estimate relationships between economic variables and taxes. This paper quantifies the policy endogeneity bias and estimates the impact of R&D tax incentives on R&D expenditures at the U.S. state level. Identifying tax variation comes from changes in federal corporate tax laws that heterogeneously impact state-level R&D tax incentives due to the simultaneity of state and federal corporate taxes. With this exogenous variation, a representative estimate suggests a 1% increase in R&D tax incentives leads to a 2% increase in R&D. Alternatively, estimates that ignore the endogeneity bias indicate a 1% increase in R&D tax incentives leads to a 0.5% increase in R&D. These results support a political economy story of lawmakers implementing tax incentives to prevent economic downturns. 
